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Potential Harmful Effect of Over-Diversification 

Diversification is a tried and tested method of reducing investment risk. South African investors embrace this, as 

seen by the popularity of multi-asset funds. Half of the R2.4 trillion local Collective Investment Schemes (CIS) 

industry assets are invested in multi-asset portfolios. 

 

As a multi-manager, diversification is key to our strategy (blending uncorrelated managers/strategies to reduce 

risk and deliver a stable return over time). Stability in the return profile should ultimately lead to long term 

outperformance.  

 

However, there is a risk that the benefits of diversification may diminish if overdone. Whilst it is helpful to mix 

funds together in a portfolio to reduce risk, mixing too many funds may ultimately come at the expense of 

returns, thus leading to investment objectives not being met. I investigate this possibility by analysing portfolios 

of funds listed in the South African Multi-Asset High Equity category. For simplicity, I use the 99 funds in the 

category listed as Fund of Funds, as they make use of not less than two other collective investment portfolios to 

build a diversified fund. The high equity category funds have fund holdings ranging from 4 to 23 funds. 

 

 

Number of Fund Holdings and Median Returns 

 

The median annualised return gradually declines with more funds held in the portfolio as illustrated in Chart 1 

(below) which shows a 5-year annualised return. A similar picture is painted when charting the number of holdings 

against 3-year, 7-year and 10-year returns. This could be a result of increased costs from holding too many funds, 

which impacts on overall performance. Over-diversification leads to low active risk and, if not accompanied by 

higher beta returns, diminishes the ability to outperform benchmarks. 

 

 

Chart 1: Median 5-Year Annualised Return versus Number of Funds Held in a Fund of Funds Portfolio 

 

 

 

Source: Seed Investments, Morningstar Direct (31 May 2019) 
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Costs versus Annualised Returns 

 

Chart 2 (below) illustrates that as the costs of the portfolios increase, the returns diminish. This picture is also 

consistent with 3-year, 7-year and 10-year returns. It should, however, be noted that while there is a slight positive 

relationship between costs and number of holdings, it is not as significant. There are funds with numerous 

holdings that are cheaper than those with fewer holdings, and also a number of funds with different holdings 

cluster around the same fee.  

 

 

Chart 2: Median 5-Year Annualised Return versus Annual Report Net Expense Ratio 

 

 

 

Source: Seed Investments, Morningstar Direct (31 May 2019) 

 

 

A study carried out on the US pension fund industry found a similar harmful impact from diversification having 

been taken too far. A sample of 88 of the largest US defined benefit plans (75% of which have more than $10 

billion in assets), allocated on average to 17 equity funds each. Using concepts of active risk and active share 

(which measure how different a manager’s portfolio is from the benchmark index), the study found that excessive 

diversification can lower the level of active risk thus causing fees per unit active risk and fees per unit active share 

to increase. This increases the probability of not meeting return objectives. 
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Therefore, it is important to ensure that costs do not exceed benefits when trying to achieve diversification. A 

key element of our multi-management process is minimising cost through low cost strategies, negotiated fees 

and not over-diversifying. Our target is to minimize investment risk while optimising returns. A good way of 

achieving that is by following Occam’s Razor (law of simplicity), keeping strategy holdings at an optimal level to 

benefit both on the risk and return side. 

 

 

Kind regards, 

 

 

Tawanda Mushore CFA, FRM 

Senior Research and Investment Analyst 
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DISCLAIMER 

 

All illustrations, forecasts, information and opinions provided are of a general nature and are not intended to address the 

circumstances of any particular individual or entity. We endeavour to provide accurate and timely information but we make 

no representation or warranty, expressed or implied, with respect to the correctness, accuracy or completeness of the 

illustrations, forecasts, information or opinions. No party should act upon such information or opinion without obtaining the 

appropriate professional and specialised financial, legal and tax advice based upon a thorough examination of a particular 

situation. Investors should at all times remain aware of the risks involved in the buying or selling of any financial product, and 

hereby acknowledges the inherent risk associated with the selected investments and that there are no guarantees (Paragraph 

6(2)(f) of BN92). 

 

Seed Investment Consultants will not be held liable for any direct or consequential loss or damage suffered by any party as a 

result of that party acting on or failing to act on the basis of information or opinion provided by or omitted from this document. 

The Manager retains full legal responsibility for any third-party named portfolio (Paragraph 6(1)(g) of BN92). 

 

Prescient Management Company and the Trustee are registered and approved under the Collective Investment Schemes 

Control Act (No.45 of 2002). Collective Investment Schemes in Securities (CIS) should be considered as medium to long-term 

investments. The value of financial products can increase as well as decrease over time depending on the value of the 

underlying securities and market conditions and past performance is not necessarily a guide to future performance (no 

guarantee is provided as to the values of any financial product mentioned in this document). The collective investment scheme 

may borrow up to 10% of the market value of the portfolio to bridge insufficient liquidity. A schedule of fees, charges and 

maximum commissions is available on request from the Manager. There is no guarantee in respect of capital or returns in a 

portfolio. A CIS may be closed to new investors in order for it to be managed more efficiently in accordance with its mandate. 

CIS prices are calculated on a net asset basis, which is the total value of all the assets in the portfolio including any income 

accruals and less any permissible deductions (brokerage, STT, VAT, auditor’s fees, bank charges, trustee and custodian fees 

and the annual management fee) from the portfolio divided by the number of participatory interests (units) in issue. Forward 

pricing is used. In the event that specific collective investment schemes in securities (unit trusts) are mentioned please refer 

to the relevant Minimum Disclosure Document in order to obtain all the necessary information in regard to that unit trust. 

 

This document may not be amended, reproduced, distributed or published without the prior consent of Seed Investment 

Consultants. The laws of the Republic of South Africa shall govern any claim relating to or arising from the contents of this 

document. Seed Investment Consultants is an authorised financial services provider in terms of the Financial Advisory and 

Intermediary Services Act (Act No. 37 of 2002). 

 

ADDITIONAL INFORMATION (where applicable) 

 

Performance has been calculated using net NAV to NAV numbers with income reinvested. Full performance calculations are 

available from the manager on request. 

 

DEFINITIONS (where applicable) 

 

Annualised Return  Annualised return shows longer term performance rescaled to a 1-year period. Annualised return is 

the average return per year over the period. Actual annual figures are available to the investor on 

request. 

 

Highest and Lowest  The highest and lowest returns, since launch, for any rolling 1-year period have been shown. 

Annual Return 
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